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NOTES AND MEMORANDA 



RAILWAY RATES AND JOINT COSTS 

Towards the conclusion of his rejoinder to my note on 
Railway Rates and Joint Costs in the last issue of this Journal 
Professor Taussig writes: " The question involved in this 
interchange of opinions seems to me not merely one of defi- 
nition or of theoretical nicety. It bears on large problems 
of legislation and administration." And he goes on to show 
that the answer given to the question should constitute a 
vital factor in the determination of the policy of such a body 
as the Interstate Commerce Commission. With this view 
I am in entire agreement; and it is for that reason that I am 
reluctant to let the matter drop without submitting one 
further note upon it. 

Before coming to the main issue, it may be well to remove 
a misunderstanding. In his comment in the last issue of the 
Journal, Professor Taussig wrote that it was not clear to him 
whether I still maintained a certain essential proposition 
set out in Wealth and Welfare, thus suggesting that my note 
in the Journal embodied some change of view. My view 
is not changed. After Professor Taussig's first criticism 
in the February Journal, I felt that I must have in some 
measure misinterpreted his view. But my own view, tho, 
after criticism from him, it is naturally held with less con- 
fidence, remains so far the same as it was when I wrote 
Wealth and Welfare. 

The essence of the discussion between us may be put in 
this way. How far ought such a body as the Interstate 
Commerce Commission to admit the " value of service " 
principle, or to aim at the establishment of rates on a uniform 
basis per ton per mile ? Nobody, of course, would suggest 
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a sudden violent and universal enforcement of a uniform 
mileage system, and the question cannot, therefore, be made 
absolutely sharp. It is of the same general character as the 
question whether the United States Government ought to 
admit the Protectionist principle, or to aim at the establish- 
ment of Free Trade. In both cases practical considerations 
forbid violent and sudden changes of policy; but in both 
it is a matter of real importance to determine the general 
principles by which, as opportunity allows, policy ought 
to be guided. When the matter is stated thus, there is, I 
think, a large measure of agreement in substance, tho not 
always in form, between Professor Taussig and myself. 

In the important case, where the charging of different 
rates for the transport of different commodities would make 
it profitable to establish a railway between two places, 
whereas it would not be profitable to do this under a system 
of uniform mileage rates, we are both agreed, — subject to a 
reservation on my part in favour of State bounties, — that 
discriminating rates are desirable. I reach this practical 
conclusion by way of a general theory of monopoly, Professor 
Taussig by way of an analysis of joint costs. In the partic- 
ular sub-case of this case, in which there would not, under a 
system of uniform rates, be enough demand to enable the 
least expensive railway that it is possible to construct at all to 
utilize its full capacity, I recognize that the conception of 
joint cost and the conception of monopoly afford equally 
suitable avenues of approach. For other sub-cases I hold 
that the conception of monopoly is alone appropriate. 
Tho, however, in these instances, Professor Taussig and I 
disapprove of one another's routes, we unite at the goal of 
our journey. 

The case in which we seem to differ in practical policy 
arises when conditions are such that it would be profitable 
to establish a railway between two given places under a 
system of uniform mileage rates. Even here, however, we 
agree up to a point. We both hold, as I understand, that, 
except in so far as the services of transporting different sorts 
of things are supplied jointly, a system of uniform mileage 
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rates ought to be adopted as our ideal. In Wealth and 
Welfare I have argued that this conclusion is not absolute 
in pure theory, but that practically the conditions in which 
it requires qualification are exceedingly unlikely to occur. 
Thus, the issue between Professor Taussig and myself is 
narrowed down to that of determining how far in fact joint 
cost prevails in railway service in districts where some 
railway would be established even under a system of uniform 
mileage rates. And here also, up to a point, we agree; for 
I recognize that, as between the transportation of goods 
from A to B and the transportation of goods from B to A, 
an element of jointness exists; and I am prepared also to 
admit certain other minor elements of jointness. Never- 
theless, a substantial difference remains; for Professor 
Taussig sees jointness everywhere, and I see it nowhere 
except in these special and comparatively unimportant 
instances. In his view the services of transporting coal and 
copper and vegetables and gold along any given line of rail- 
way are essentially and fundamentally joint services, in such 
wise that, under conditions of free competition, different 
rates would normally be charged for them. In my view 
these services are not joint, and would, under conditions of 
competition, normally be charged the same rates. 

Professor Taussig agrees with me that joint supply implies 
the presence of at least two sorts of things. But he meets 
my point, that the transport sold to copper merchants and the 
transport sold to coal merchants constitute only one thing, 
with the reply that, tho these two transports are homogen- 
eous in one sense, they are not homogeneous " in the sense 
important for the purpose in hand — namely, as regards 
the conditions of demand " (Quarterly Journal, p. 381). I 
do not wish to enter into an argument which might easily 
become merely verbal, and therefore (for the purpose of the 
present discussion only) I will concede that the two trans- 
ports are two things, and not, as I had argued, one thing 
only. This preliminary point being granted, Professor 
Taussig is free to develop his thesis that these particular 
two things are supplied jointly. He writes: " I am con- 
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vinced that the conditions of supply for railway transport 
are preponderate^ joint." And then follows his reason: 
" The plant — almost all of it — is used for the traffic as a 
whole, without any possibility of allocating any part of this 
constituent part of supply price to one or another item or 
class of traffic. More than half (a moderate estimate) of 
the operating expense is also incurred for the traffic as a 
whole " (p. 537). This statement of fact is, of course, not 
disputed. I hold, however, that the mere presence of a 
large mass of supplementary expenses, which cannot be 
separately allocated, does not imply the presence of joint 
cost in any sense that would tend to bring about inequality 
of rates per ton mile under conditions of free competition. 
In defence of this view, I submit three considerations: 

The first of these is an appeal to analogy. The existence 
of a large mass of supplementary expenses is a phenomenon 
by no means peculiar to railways. It prevails equally in 
the case of cotton factories or iron and steel works. In 
fact in nearly all modern industries the supplementary 
expenses are heavy. In regard to other industries, however, 
nobody maintains that this circumstance warrants the state- 
ment that conditions of joint supply are present as between 
batches of products supplied to different markets with 
separate demand schedules. It is difficult to discover any 
good reason for adopting a different point of view in the case 
of railway services. 

The second consideration is an appeal to analysis. Pro- 
fessor Taussig appears to regard the relation between the 
production of copper transport and of coal transport as on 
all fours with that between the production of cotton fibre 
and of cotton seed. It appears to me, on the other hand, 
that there is a fundamental distinction between those two 
relations. For, whereas the supply price of a pound of cotton 
seed is a function of two variables, namely the number of 
pounds of cotton seed produced and the realized price of 
cotton fibre, the supply price of a pound of copper transport 
is a function of one variable only, namely the aggregate 
number of pounds of all sorts of transport produced. The 
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point may be put roughly in a simpler form as follows. 
Whereas it is impossible to increase the supply of cotton 
fibre without at the same time increasing the supply (not 
necessarily the supply offered for sale, but the aggregate 
supply) of cotton seed, it is not impossible to increase 
the supply of transport available for copper without at the 
same time increasing the supply of transport available for 
coal. On the contrary, a railway adapted to the weekly 
transport of x tons of copper plus y tons of coal can be 
altered into one adapted for the transport of (x + h) tons of 
copper plus y tons of coal. This is an essential difference. 
As explained in Wealth and Welfare (p. 218), it means, in 
my view, that, whereas the supplementary expenses of 
producing cotton fibre and cotton seed are both common 
costs and joint costs, the supplementary expenses of pro- 
ducing copper transport and coal transport are common 
costs only. 

My third and final appeal is to a direct consideration 
of the case in hand. Professor Taussig and I are both 
interested ultimately in the question whether, under con- 
ditions of free competition, the prices of copper transport 
and coal transport would or would not be the same; and we 
have engaged in a discussion concerning joint cost only 
because we hold that, if such joint cost is present, the prices 
would not be, and, if it is absent, they would be, the same. 
It can, I submit, be proved directly that, under free com- 
petition, the prices of the two sorts of transport would neces- 
sarily be the same. If there are a number of competing 
sellers supplying transportation or anything else to several 
markets with separate demand schedules, and if the price in 
one of these markets is higher than in another, will it not 
be to the interest of any seller to transfer his offer of service 
from the lower-priced market to the higher-priced one ? 
Will not this process ultimately bring prices in the different 
markets to a level, and will not the initiation of the process 
be wholly independent of the question whether or not supple- 
mentary costs are large relatively to prime costs ? To my 
mind the answer is clearly in the affirmative. If this be 
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granted, it follows that joint cost does not exist in a general 
way in any sense relevant to the present enquiry, and that 
the Interstate Commerce Commission ought, apart, of course, 
from certain special and exceptional cases, to find its ideal in 
a system of uniform mileage rates. 

It must not be forgotten that this conclusion is only appli- 
cable when conditions are such that it would be profitable 
to establish a railway between two given places under a 
system of uniform mileage rates. When conditions are such 
that it would not be profitable to establish a railway under a 
system of equal mileage rates, a departure from such rates 
is, as was argued at the beginning of this paper, justified; 
and, tho I myself prefer to base the justification on the 
concept of discriminating monopoly, I admit that in a certain 
sub-case it may equally well be based on the concept of joint 
cost. The question how far the first and the second of the 
two sets of conditions just distinguished prevail in actual 
fact is, of course, one to which a different answer must 
be given in different places and at different times. It is 
evidently less likely that a railway could be profitably 
established on a basis of uniform mileage rates in a sparsely 
populated country than in one which is densely populated. 
The "value of service" principle has, therefore, a stronger 
claim to be adopted as the basis of railway regulation in 
regard to the Western States of America than it has in 
regard to the Eastern States. 



A. C. Pigou. 



Cambridge, England. 



Not without hesitation I add a few words of comment on 
Professor Pigou's supplementary note. There is, as Profes- 
sor Pigou states, a large measure of agreement between us. 

Professor Pigou believes that the principle of joint cost is 
a suitable avenue of approach only where " the least ex- 
pensive railway that it is possible to construct at all " cannot 
be utilized to full capacity under a system of uniform rates. 
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It is a just observation that these are the conditions under 
which the principle of joint cost is peculiarly applicable. 
Such were the conditions of almost all American railways 
in their early stages; and this accounts for the unusual 
complexity of railway rates that developed in the United 
States, and for the universality of those rate-making 
practices which were designed to " scoop the tonnage." It 
is true also that as the pioneer stage has been left behind 
the economic occasion and justification for these practices 
have become less. Their persistence under conditions of 
denser traffic is due in no small degree to tradition. The 
extraordinary complexities and anomalies of American rail- 
way rates are to a large extent survivals from the outlived 
conditions of earlier days. 

Nevertheless, I should not state in precisely the same way 
as Professor Pigou the conditions under which the principle 
of joint cost is applicable. I should be disposed to say that 
it is applicable when a railway cannot be utilized to its full 
capacity by limiting its operations to the traffic most profitable, 
— meaning by " most profitable " that traffic which yields 
the largest excess over direct or separable expenses. When 
this is the case, the railway, with advantage to itself and with 
advantage to the public also, will turn the unused capacity of 
the plant to other traffic, tho at less profit and at rates less 
than those on the more profitable traffic. Take such a case 
as that of the New Haven system in southern New England. 
Its passenger traffic is large and lucrative; yet the plant can- 
not be completely utilized for passenger traffic. The railway 
turns to freight traffic at the lower rates which are necessary 
to induce the freight to be forthcoming. 

I am not convinced that the distinction between common 
costs and joint costs is as vital as Professor Pigou thinks it; 
that is, so far as the problem in hand is concerned. Pro- 
fessor Pigou finds joint costs only where it is impossible to 
increase the supply of one commodity (say cotton fibre) 
without at the same time increasing the supply of another 
(say cotton seed). I submit that the principle of joint cost 
may be applicable even tho a supply of one thing does not 
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necessarily entail the supply of another. Consider such a 
case as that adduced by Professor Pigou himself in Wealth 
and Welfare (p. 217, note) as one of joint cost: a plant 
supplying electricity for light by night and for power by 
day. A plant designed to carry the peak of the load at 
night does not necessarily produce power by day. But 
there is capacity which cannot be utilized by day except on 
such terms as to make the energy saleable for power. To 
cite another case which Professor Pigou treats (in the same 
note) as one of joint supply: when a railway carries passen- 
gers mainly by day and freight mainly by night, the freight 
transportation is not necessarily produced. Back loading 
is similar: a railway does not necessarily supply the back 
transport when it hauls the empty cars on the return jour- 
ney; the process entails additional terminal expenses and 
some additional transportation expenses. Nevertheless, 
Professor Pigou considers this also to be a case of joint cost. 
So, to give another illustration from railways, the hauling 
of a mail car attached to a passenger train is not a necessary 
product of the passenger transportation. It seems to me, 
none the less, a " by-product," — that is, a joint product. 
Therefore, — to focus the conclusion on the point in eco- 
nomic theory, — I am not sure that " nobody maintains 
that this circumstance [a large mass of supplementary 
expenses] warrants the statement that conditions of joint 
supply are present as between batches of products supplied 
to different markets with separate demand schedules." I 
am inclined to maintain that in such cases the conditions of 
joint supply may be present. 

F. W. Taussig. 
Harvard University. 



